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Prt:wiW:Ra for1~ TAUS. PmYiIioIl fer iDeo.. 1Utla for 1997 of.$.5 mIDlon tepRlelDDd 1ft lIlffectIvo \'
1U. die of 4115 cCIIIl.-e4 \0 $2.2 millioa or an~ rax me of 2M' in 1996.~ tua are PNrided 011 '
811 taxable iDcotne lD excess of a\-.Dable D£t~ lall cmyforwll'ds ("~OL·,II) It the~ Die I

applic:ab1e for qd1 couDll)/. ACC cantin_ to Dd1Jze NOL', to affKt tQable lDcotoe" pnenlled il1 caIiada aDd
the U.K:, The lnaeue in~ aroiqs In bodJ of 1beseI~, "'hich is not IUbjee:t 10 tax due to
utiJizIdion of NOL'8. reduces the efJ'ecdve tax rate for tbe coll101klued c'ompIDY. ACC aDtloiplb=s that 'it!li
dIBcdve Wl tate will irlcrcasc Ijgnfft~tly in die faturc as taxable IncoiM iii au:b COllIItry increases. ' .'

Jlilwrity lrwnrst ill Eamtngs oj CtRvolidt.rwl SNbsltJlfvj. Minority mtemt for 1996 Rdlec:lB the portion
of ACC's Cn'Clian subsidiary's iDcomc 1drib1lllb1e to tb:~y30~ of..... subsidiaty', coommon
ItOdc t1lM was publicly b'Ided in Cauda PliOI' to December 31. 1996, AJX RlpUI'Cbued appEOZImllelt 241J6 of
tile o1lllt8tldio,g sbala. ancl die remlilliD.6" wu~ mJIOUI!)' 1997. As' a ft:aalt, tbc Canactil1l
subsidiary is cD1'J'Qldy1~ oWDed. with DO remaininl mmorlty iDtcrcsL .'. . . ,

ACC·. 1Doclme &om opcratiorq fgr 1997 wu $19.5 million ~ared b) $14.2 miUion j,q 1996, 8Ild WI&

compzlsed of the following: North Ameriem~~ '$]3.2 milllOn as compared to $12.0 mlUioo. in 1996, and
Bwopean operatiom $6.3 oUllJ.on IS compared to $2:2 million in 1996.

1996 Co"'fHlrU wilh 1995

Rcvmue. Total revenue for 1996 increucdby 63" to 5308.8 million &om $188.9 milUo.D in 1995,
IeftecIiDg growth in bom IOJ1 revenue and loc:al ser.ice and other ft'N&I1\Ie. ToO reVenue for 1996 jalaMid by
61" tx) $282.5 million from SI7S-2 miUlOD iIll99S. In die United S1aW. IOU.PenDe iDcreIeed 4S~ IS aRaUlt
of a 21~ iocreue in billable miDutea of uae, primarlJy due to mcra.ed iDllltJudioaal sales to owen. l'hcsc:
intcmIt:ional sales have a bipe;r raIe per min\1co. 11&0 OOIltn"budne to tb& ~ue meue. The 1996 _Its
include $9.0 mtmon in DOra-recwri.ng carritlr 1'e\W1UIJ. Ex.c1udiDg this J1OIl.re<t~ MWIlue, u.s. lo1l revenue
iDCIeUeCl 309& ov« 1995. In Caullda. mU revenue iDc:InIed 34%. as a re.mll of a 3K inQeuo In billable
minutes, tDd. In mClCue in prices due to addiliODll residenriltl wstOmet$ wbi.cb typiclIl1, have a hl.I1Jt:t r:evenue

· per mmute. In the United. K1D&dom. toll rcmmue increased 142~. due to IipifiClDt volumo iDoreaIa off'Bet by
lower prices that Iesulred f:tom enteri.ng the commercial 8Jld RlideDtial mlfbts IDd from compcti1ivc prici.na
prcsaln. Since the C11d of 1994, ACC". J1!lvtlllDeS pet Il'Iinute on a COJItQlid1te4 besia have boen iDcrcasinl slilbdY

· as I result of me illCl'CllSing p!'.l'CeJltlle of U.K. IeYeDUCS ad Aces sacceuful imrooucthlll of bIpet price per·mI_ product&, includiDa intemalional carrierre~noe. Exeb8nae t1Ite& did Dot have a mawdal hnpact on ACC'&
: «xmsolida.tmd :J:evenue.

ror 1996, local service aDd otber~ increasecl by 93~ to 526.3 million &out 513.6 millioll in 1995.
Thi:ll increase wu primarily <We to the Metrowide Communications acqrtisitlOll as of Aapst I, l~

. (lipproxUnat£ly $.5.2 milliOiD), local ~ce revenuo &eu1Dtecl tbIOUSh tile WllYetSity propm in the,U.S•.
(appto~~1ySO.4 miUion), and tile Q.BC opotation9 in upstate New York (&ppI.'OXi.mItel $5.6 million). ACe
is anticipating thtl. a significlDt portion of i~ growth in the U.s. operatiOOoi in the fotum wjJl come from. CLEC
.~~. . .

Grosl Pl'OjIr. Gro.u profit (defined Q rovonue lQ1s network COStli) for 1996 increucd to S11.'.2 millioo
from $74.0 mlDlon in 1995, pdmuily due to the i,rK:rcases in revea.uo diS«wed above. BxpreeseCS IS a. perteDtqe
af revenue, gross profit~ to 311ft:, for 1996 from 399b for 1995. due to 8!l iDeleIso In 1o.-ermatgin canj.,r
a'8f!ic in the U.S.. Clffaet perdaUy by improv~margins in Canada and the U.K. dufJ to network effiQencles and
reductions U1 fixed chatgea from supplien.

DIM" Ornmtirlg~s. Del?reciati.on ancl'lIIlOtti2arion expense incl'ea.sed to $16.4 !DiDion ic( 1996
ftoto S11.6 million in 199j. Exprnaed u a percema,e ofreVCllUC, tbca£ costs decte&ted to S~ in 1996 from 6i(,

. in 1995, rdltx:rirlg tho iocteucs in revtQDe realized durins 199fi. 1be S4.~ minion increase in depl'eclatlon 8Dd
amortiution expeme M& primarily attributable Ix) assc&s p~ in sem.c:e throughout 1996. AmortiDtion of
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.".odmt.1dy $1.1 miJHaa _1XiIIcd willi the~ bile IIIlCl IOQ4will n:ccxdcd in Ibe MelnJJridl
. CaalmDic:aIiOllS aad lDecmet 0mIdl uaet acqaisitiDl18 aIIo 'QIlIrlbuIid 'to Ibe increase.

. Sem- oxpeases for 1996 iIaaM4 by S81J1 to S34.l ID1DiOD. cmnpare4 lri!h 121.6 miUion ill 1995.
Bxpressedas aperceutagcofmCllllCo..moa expt.DIe5 were 119&for 1996 compadto 11~ for 1995. The Sl2.S

.milUou iDcaase in aell1Dg .expeue5 wa primIrily attriburable to 1Dcn.ued JJWbtiq COlIta IDd. salf:$
oommiSlioas ullOCiated 'tIridl I1lJlPOItinI AQ:'s 63~ powda ill teVeG\1C fer 1996. partieuJarly in tbe U.K­

'GcamaJ. aDd. adminisrntiYC Cxpeue. for 1996 were S50.4 million~. wilh $39.2 million iQ 1995.
'.&preued. as I poraotage of raveDUe.,eaeral aDCl~tm: expeD* were 1&31: for 1996, compemd to 21~
in 1995. 1'lJ: iD:Due in punt and IdmiDistntive expeDII:S was primarily attn1>utablo to lbo CIDadian (S43

'miDf1:m iDcr.'c:aeo) and the V.K. (54.4 JDUliQll itK:reue)~.In the U.K.., costs 1W:re iKua:od to clevelop
aD~ to suppoa the Bizable le'VeDUe. IfOwlh expgieDced iIll996, wi1b headcOUDl iDa:eui:aI S&J, 0Vtl
'~OUIyear levels. In Cauda. hMdcouDl: incroMrd.pp~ 529&, partially It • rau1t of the acqa.I£ilion
of mtcn1et Culda. aDd. partially 'to develop an :infrasbuaute to IuppoJIIhc iDmasiua prodDOt lioes 1Qc:l senic:ca
bciDs oftered. Also includt.d ill geuenI IDd .wminiltl'lliove es.peDSO$ for 1996 hI lpplU1iJlJlCe1y $4.4 million
ralated to ACC'slocmlen1ce IDKbt lector ill New YOlk StIte., compuecllO 51.8 JDilllOll in 199'.

, OtMT lrtt:D1114 (Expuu~). Intucst 0XpeDIC~ fairly c:oDStuJt at ".0 millioD fat 1996 QOIDP8l'ed to
$5.1 miDiOll iu 1995. Tb81996 expcuse blc1aclt4 tho acenw of a S2.1I1JiIIiDl1 contiDpm iur.ac&t payment duo 10

tho llOdus an&::r Ace's credit facillty. The 199' UDOUDtiDe1odel~e I88DCiMed ""ilb dMIsubordilwed debt
1¥hich WII COOVCded 10 Series A Pnfe:md Stock. in SepTUDber 199.5. as well 15 expcma~ IWQatrd with line at
Q'Cdtt bouowiqs to fioance woddDs eapiral and cap1la1 upendlmre ntAlds. Interest tucOJDe iDc:lwsed III $1-2
mfl1iou in 199fj from $0.2 million ill 1995. due to the inwsted pcoeeeds ft'Dm the ACC Class A Common Stock
otfering in May 1996.

P~p~ pins and lossll$ Jdect c:hqol iR 1bcva of abe Canadian dollar and \he British pDUDd
lIteriltta relative 10 the U.s. do1br f« IIDWIllS Jmt to fORi. S\Jbsidiaies. Forc.ip excbaDIe ratI: cbaD&eJ resulted
In a net pin of $0.5 nDDiall for 1996. c:omp.md to I. SO.1 million loss in 1995. tthldt WII primarily duo to a.
ooe-thDo &ein related res I lnDIaolioo which occuned on October 21, 1996 and Will hcdpd 28 daya J.arec. 1bc:
Canadle dolW' moved favorably rclanve to the U.S. dollar durlna that peJiOd. ACC COdIinuca to htldse all
foMlgn cm:reocy b1lIlBaetioos in an auempc: to nUD1mjte the impact of tuDsaCtion gains and los. on the income
statement. ACC's polley i$ to not ClD8*F in speculative fore1an c:urml0)' transactions.

PI"tW4rl0I& /rJr In.cmtle TIlZ'dI. Pnmsico for income taus Jde= the utk:iplled income tax liJbi11ty of
ACC'. U.s. gpetations bucd 011 Its~ inoor= for die yt... T'be pI'9ViIion for mcomc taus incIeued in 1996
due to 1neIeascd profit8bility in 1be U.s. busineaB. ACC dClelllot provide for incoIne IUq DOt recognize a benefir _
~d to iDcomo in famp subBidiaties due III net ope;ratillS loss ~arryftnward.$ generated by~ subiicliaries
~n prier yCaQ.

MiMrity 11lleTr!~1 in Eantinsl of CoIualidtU8d SllbridUJry. Minority interest .in eamiu,p of COlUOlidatmd
slJbsidill)' mfIects the pOItlou of Ace's CalMtiao subsidiaty's income or lou auributible to the pen:eIltap of
IbIt aubsicliu)'" COMUlOD stock Ibat OWlY publicly tDded in Cauda. P:riot to O:tobet 1996, 'PPtOximately 3~
of ACC Canada's stock 'WaS publicly traded. Prim (0 :DeceJnbcr :n. 1996, ACe repurcl1a.sed epproximue1y 24%
of the outatandiD& shires. aud the nmab1i0l 6,. was repUlChated subseqoent b) Decembet 31, 1996. The
purclwe of tho temaiqjq .a.cs was approved. prior to December 31. 1996. For 1996. minority interest in
oarnings of oonsolidat~subaictiuy \\las a 1056 of SO.9 mUlion cotnpared to a loss of SO.1 ~gn in 1995.

ACC's Det i.ocome for 1996 WU S7.8 mitlion, c:omp.md.to II. oct 1058 of $5,4 million in 1995. The 1996 net
iocome l'QV.hed tEam ACe's operatioDi ~ canada (appmJdmately S2.6 nUl11on); in tbe UDitcd Klnpm
(approximlle.ly SO.7 mWion); and.in die UDi1led Stales (approxim.ate1y S4.S lDilliou). The 1995 net loss resultt4
ptimuily from tho expansion of opcratioD$ in the U.lC. (approxiaudely $6.8 million); iucrea$ed net intl:mt
CXP,CD$O asBOCiated with lIIddil:ioDa1 bor.tOwings (8Pl'WxiJ:xwely $4.9 minion), increased depftcWiDll ud
~D&om. the addition of equlpnJent IDd costa associated With rhe ap2lllsion of local ielVice. In New
YOlk Smte (approxinuuel)' $1.6 million); and .muagelIleGt restructuring cO/Sts (~pro~y $1.3 million).
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offsetby padtlve opemi08 income ftom the U.s.1Dd C"Ifdi1ft 10aB distanclllabaidi.nOl of eppaoW i",ele1, $9.0 '1
miUiw. "i

Liqlddity ADd Capibl :R-.DJ'CIle

Net cMb Bowl Ji'I'Ovided by opc:rui~ iD. 1991~ 53.7 million compared 10 $24.2 million foe 1996. The
~ of S20.S milUaa prilDldl)' ftlUlJDd fraIn reducd.oas io 0Cbet 8CCI1JDd apc:lllCs"of $9" mtlU.on in 1997
veau mcxeasu of 19.0 miDion in 1996. The redact10G 01 ot1:Ief acauecl upeaaea in lW711KWdes me implCt of
p&)'DIeDII of lppIOJdmatd)' $16 rroDion of 1lOIIl--teC1lDiq ..... accmed IS of Decembec 31, 1996. Cash
provided from !leti~ belen c:lep:eaWiaG aI IIDDIdzation in J997 iDcreIsed S10 mi1Jigq over 1996, but
Ibis was offset by lDc:aIses ill aet()tJDtI m:ll:i:yab1e (wbicb iDcreased m taDdem. with l"C\o1m1lC growth) aQd c:haqe&
lD 0Iber wodciR,g CllpitalllCC01l1ltS.

:Nit t:Nh lows ased in iDvestiua ldivilill in 1991 .... $91.3 mtlIlo!1 compared 10 $61.7 miUiClll far 1996.
Tbe IDaease of 523.6 million primarily reaulred from putet hlvetbbaltl in capital expc:Ddim. (Iuply switdl
equipment) of $68.5 million ia \997 oomparo4 10 S3~.O miIIiao in 1996. _d from tbe purcbase ill 1997 gf

Tnmpbone, United Telecom. TNC aDd VISTA wkb In II88ftl8I!8 payment (Bet of cllh~) of $22.0
million. In 1996, ACe repurcbued the minmily iDle.rcst of ACC Canada, and !hilt inveslmeDt totaled $32.1
million.

Net c:uh provided by =1IICiDI aetlYi1ks f« 1997 wa $86.1 million COQlPU'Od to $46.2 million in 1996.
The incraae of $39.9 mUl10D te8ects~ udIizaI:i.oft of a Q'eCfit facUlty In 1997 to fund apElion (net
iD.ereaeo in 1997 of $89 miDion VCliUB & Det deere... of S221DUHoD. in 1996>, pa1ilI11y oftRt by lower poceeds

. in 1997 ftom i8liuance of common stock ($9.8 miIlloa.ln 1997 yenlU $72.7 minion in 1996).

ACC's principal &*d. for working capiJIl is to meet Its solliDlt senenl, ml admhnalrmvc r.:xpIQS8S.
network C05ts IDd capital expcodillD'e$ ., irs buldDess expatlda. In addition, ACC's capitalRllOUReS have been
used for acquisitions (j.e.. :Me1rowido Co.mmunicad.aDi, IDtmu:t CIUUId.. TtanSpbone. UDlted Telecom,. VISTA
and TNC). capital oxpmdlmres, 8Ild the~ of the minorityi~ lD ACCC~. ACC 1IBI lUtoric:aDy
releeted worlc:Ing capital~ 111 the end of the lISt sevW years. but at Dtcemhe:r 31, 1997, reflccb:d. a
wortiDg capi.ta1 $utplua of approximalc1)' $2.6 million, duo pdmarlIy to lJIilaltion of its credit f~f:Y IX) satiafy.
cum:ot liabilities•

...pproxlmate1y 568.5 IniDiOn iD capi.tI1. a.pemdinrra were RlCOI.'dod in 1997. Ace expecta ibid it will
cODdmae [0 make $ignifiamt clpital expcDditllte8 dlldq futuro periods, J*tiCularI), for IIWitcbiDg equipmeat for
the tJ,K, ad Germany, ud for loc:al~ swiUlha in the U.s. marb:ti and. xeJ.atecJ costs, aDd biWq
sys1emB. ACe's aetual capital oxpeadimtel and cuh~ will depeDd on numerous faetor8, indudioe
'tbe patllnl of t\1aml expeDSioD (indudilll 1bc r.:xtalt of local adaIqe str\'i.ces, which ia puticu1arly ewpital.
iDtedsive). and lCquiJkion opportunities, ocoDOmlc conditiOI'll, competition. regulatory dovolopmeDts, me
aVllilllbJlity of capiJal aDd the ~biUty to iDCUt debt end make capital cxpm:lil\1rN UDder Ibe tb:JnS of ACe's
financing arran~enas.

As of December 31. 1997, Ace bid approxilnltely $4.0 aDDion af cash and c~ equivIlIDta and
mlliorained a SlSO mi11ioD aocdit facility. stlbject to avaDabi1ity onder. bDmJWing bate fOODola ad cenai11 Olbet

. coQditions (mcluding borrowi-ng: J.imirI based on. ACC'S' aperatiDg ClSh Row), UDder which S87.8 million was
outstlllCiing.

As of December 31, 1997, ACC had. 55.3 mil1ioD of capitallcasc obligatiOllS which mature at varioU$ times
. from 1998 through 2002. DuriD& 1997, ACC prepIlid a $4.0 millioa GIpltaUzed 1eeIo obliption uaiDg funds from

its credit fadJity. ACC's 6Dt111cin1 ammguncnts, wbj~h are secured by IIIbs1antially all of AfX'" aaots
ineludtn& 5tOCik of certIdn. subsidiaries, reqtIiJ:e ACC to mainI:ain ceItain financial ratio05.
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ID tbe DOInIal COQIIe of buIiDau. ACC \aiel ·vcious Inane.ial iUlftrUml:Dts, incJad1Dg derivative ftDlDcial
. iDIUUmeDU. for~ other daq, tnMti.... Tbc18 1Jmtumenta inc1uck: 1ettera of credit, gaaratees of dl:bt,

iDtM'eSt late swap apeen1enta. aQd. foteign cwnoey 0JtChaDc0 CODIraets re1adng to~y payablos of . I
fcqjp .absidillios. ACC dot!:I DOC \lie dcriYIttve 1b'Iaa:ial irwu,menb for speculative PaxpoIOS. Fon:ip
cummty w:b..., OODbW:U are osed to mitirate foreip cum:ncy expoaare aDd ale JDb=Rded ro pl'lOte<::t Cbc U.s.

"dol1aI;. vallie of COIt8io c:DITeDG1 poaitioDS I.Qd 1\mIte foreign cu~ tl'lDJaaiOJU. 'fhe Baro.- fair valuo,
based on pubB.&bcd. marlfet euhanp ratelt of ACC'a forcip~ forward CODtIIlClS.at December 31, ]997

.~ $61.8 XQlUioa. WIlen app1keble. inten:st me swap~ are used to .£educe Ace'li expOiUlC to IiIb
.Iodated wiIh~ rate fll1etUatitm.8. At. :is euBtomar:y for these types of insuumcnts. <:o.1IaI:a:aI is pDet8lly
not 1eq1lke4 to support tbtIe ftnanciallDsrruments.,

II. I

By dIIIIir naw.n:, all fo\1d1lDsrNmmts involve lisle. i:nclodlng Ihe riak of DOGpeIi'OI'Il'I.IDCO by coUDterpGlei,
ad ACC's tDUimum p«mtialloa ~y ouad the amount RlCOgni~ on ACe's .ance~ However, at
P-eember.31, 1m, Ia JIJlI1IIIftmIIlt'S opinion tbeEe was no sipiticaot ~ of 10i8 in die eveut 01
~ of me eountritpanies to these ~81 inItrIuDeDr&. Ace. COftb:Q15 its eJtpolUl'tl to '0lIIIlap1Jt)'
<:ftdit risk dnwlb Jnoni~ pIO'ledu.res IDd by eataiug mto m:alri* COI1~, and IDIJIIS'tIllOIlt beIicve8 lbat
40 n*:rv8S for losles 8!C ~u.Ued. Baled ~poa. ACe's knowlectae of the tiDaDclal positiou of me countl:rpartles
to Us IIIldsdDg derivative IDsIruJDentS. A~ bel.icvca·' chat it does nat have lID)' sipiftc:1Dt CXPOSIJ{e to any
iDdividaalcoun~ or auy msjor concentration of credit risk re.1ad to any sucb. ftniWW instru.ments•

.On Deeember 19, 1997, ACe amcDded and n=5Wed its <:.£edit facility tDcreuiDg the. amount availablo to
$150 m.illJoD (Ihe uAJnended Credit Fldlllytl). 'l'h8 Amended er=t Facoillly i5 syndj~ among six ftnam:ial
i;nstilutiol18. Bon'OW1Dgs (:10 be made in U.S. doJIan, Canadian c1oUars, BrltiIh poutMis st.crtiq and German
Deuuchc Madcs, 8I1d are lbaited individually fO $30.0 million for ACC Canada, $50.0 milJioo for ACC U.K.,
_ S20.0 million for Ace. German)'. with any mmsed C&plCity~ for Aet:. ~. aDd its U.S.
subaidilrle.t. The AlQOIlded Cmdit f'aclllly will be u&ed to fiDanc£ capital expcnd.itUr06 and. provide \IYOtking
Capital. The Amencled CJedit 1laeU1ty limits the UOUl't £hat may be bomJwcd aplDst this facilitY bbeC1 on
ACC·.. operatiq~ flow. "fbI.' Ameiaded Credit facility 11110 ClOntaiot certain ClOWI.W1Ql inC'ludiDa realliclions
on the pe)'Inm11 of dividends. maiDteoaDcC of a ~imum Iever8&e ratio, miDjmwn debt servk:o co"iellge rmio.
mi,r;mllJIl f1xed charge coverage ratio, aud minimum N:t wortb, ill as cWiud under the .Amended Credit Fadlity.
aDd subjective coveunts. At Dece.mber 31, 1997, ACC bad 1f\I-ai1abk! 5'9.0 million 'tinder the Ame1Ilded CRdi.t
F:adIity. Borrawqs onder the AJneD4ad Credit Facility arc !ICC\ll'ed by certain of ACe's use:tJ aDd will bear
1JD:reat at citbu Ib: LIBOR. lite Or the base rate (1'epresenthli tile llRater of the prirnc intCl'8St rate or the hdmJ
fUnds rate plus Y.t%), with additional perceot8fe point$ added bIsed on a ruio of debt to~ cas" 11ow, as
ddined in the Axneoded Credit PseiUty. The ml.Jlinmm egreg* oommitment and the subIimits of the Amended .
Credit Facility lie required to be !educed by 8.0'1(, per quater eOllUlleIlCiDB on March 31, 2000 uotil Decer:aber
31, 2001, cd by 9.09& per quatter c:ommeaclDg on March 31, 2002 UDJi1 Q1I.tUrit)' of the loan In December 2002.
AU a1DO\1DIS oUlBtandio& 1I1'1de:r the AItICmded Credit FaclHtY may become due and payable. fit the &=tion of
~ 60ancial institutions, ~on the: closing of the 'Merpt. ACC is comndy I1esotiatiDl with its tenders to obtain
a :waiver of this mquitemenL 'lbero caD be DO assurance that sUI:'JJ. a waiver will be obtained.. . .

Ace beHe\'e3 that, UDder its present business pllJ1, I(iC.ClSS to cub through the AJneaded Cradit facWlJ and
ell:'h hom -OperIlions will be sufficient to meet anticipated workitla capiQl. needs, capital expenditure
~bi and OJq)lWion pJanzs for the fore.able future. 1110 fol1't'am-1ooking information cootained in thtJ
~ow 8entQCO may be affected by a Dmnber of factors. inclad:in8 the mauers described in Ihis parqraph I\nd
"Risk Factors" . Ace m.ay Deed to raise additional capital fivm public or private equity OI debt sowces in mdt:r
to:iiDanc:o its opcr¥ims. Cllpital ~diturcs, and growth fOl' futute periods. ID addition. ACe l11IIY have to
rcAnmce .. substam:la1 lIIlOunt of indebtlldness and obtain addl1ional fUJ'lQs prior to 2002, whell the Amended
Qedit Facility 1D8tUres. MCftoYa, ACC believes that contlou.ec1 growth and expansion through aoqDisitioos,
~tlllCl'll$. and strategic aIWinccs js imponanl to maintain a. competitive postdon in the mltket aDd..
caDsequemly, a principal olane:n& of ACC'$ business IittateJ)' is ro develop relationsh4Js with mare,ic p8l'tnllr&
and to acquire assets or make investments in~ that lI(e complementuy to its CUO'1!Dt opentioDS_ ACe
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Play aeeclm raise addiliDJlal~ in otdu to UIb IdYlllltap of oppoauitiei £or qui.titjOQl.iIL~,and
IIII*Iic Illiaces or QKJRl np1dm~ expasioQ. to develop DtJW procIucll, or to ..poDd to ~pdicive

pRlIUI"II. Them QIIl be DO IUI'InOce Ibat At:.C will be able 10 nile 1_capiral on acClflilUbJe IIIIDI or at an.
Jt{r.'. abWy to obtain additiooallDlll'Cel of. caplIIl will depmd upoD.lIDODI otber tbia8J. its finmcial ooDdhiOll
U dle Gme, the mtrictiOllI and !be iDItnuDents govemIoe ill UldBbtedaess aDll other factoa, incJudtDI madctt
eoodiliona. beyond the C01lIrOl of A.CC. AdditiODl1 lOUJ'CI!lIS of caplral ttJb.y incb&de public amcl privue equity and
dIbt finmciDp, sale of assea, capitalized lca!a IJld. oa. ftnenciDB~. In me oveat tbat ACt:; is
UJUIbk to obc:lin additiODal capital or i8 DDlbIe to Dbllin addldoaal Cllpital OD accepable teEmS, ACC may be
required to reduce b scope of ill presmtty anticipDd expItn5i.ou oppartuDitiea mel capital expenditure&, wtW:h
eoWA have a .marerial adverse effect on Ie busi~u. rau1ts of opetations ud finaacial condition cd could
....y hnpect italbiJity to~ .

ACC may leek to develop J'tJadoDlbips with~ partDl(S bocb do:mestiallly and intematiooallJr BAd 10

acqufte ... or mike inve5tmCl'ltS in busioeaes that In comp1ementlly to it! cllml1t oporadoDS. Such
"IidDJlR.~c a1UlDCe8, or in.vestrne:uh may roquke that ACC obtBin 'dditloDal1ln8ncing aDd. in lOme

CIIBS, tbe approval of ACC'I cred.i.Iar$- At'£:s ability \0 effect acqWlritioQS.lll'at'l4ic aDiIIDces, or iDvabUents
may depend upon its ability .10 obtain such ftnanciu; and. to Ihe~~lieable. consents &om creditors.

"

The Merger A.grumeDt COIltaiDs cert8in rcstftcliO.llS OD the (:onduct of ACe's bUlInes& priOi' 10 the
CODIW1'ID'l8tiOll of the Merger. See '"The Mc:rp:~..

, .....117 limed A~eouutiDgStandards

.In June 1997, the FjDMda! AcoowQll S&mdards :Bo~ (UFA9") imIed StaIeme:at of FiDaDc1al
. Acc:OlIDI1D1 StandaIds ("SFAStI

) No. 130, uRcpurti.. Comprebeoai'VC llKlOmc". SPAS No. 130 ft:quites that
all ilanS that aR: mqulred to be m:opizc:d UDd8i£~ arudards as compoaeot& of compcehenaivc income

, b! reponed in a. financial statemr.:al ftW is diIpJQed 'With the same pcomiD~ "as obr fiDlDCial statemll!:U.ts.
lbls statement is effective for tiDandal Dtemeots issued 'fIX perlods belirmiDI after Deceolber 15, 1997.
Man&pment believes that the adoptian of Ibis atamcneDt will DO[ ha.\'c a material effect OD ACC's collSOlidlted

resu1Q of operations or financial position"

In Jw:ae 1997. the FASB issued SFAS No. 131, uDiacloSU!80S about Sogm6lll$ of III Enterprise lIIJd ReIa'l'Iod
InfClmlation" . SPAS No..131 requites lbe IepartiDc of,proit ullos5, oettaia 5pecific ~cn\1f; and expense iltllnl,
and assets for reportable sogme:ut$. It also rcquire$ the reeonoiUMiI)Q of total segmnt Jevenues, lOW IqmeDt
pro6t or loSS, total segment UiCts, ud ad.1a'~ disckIIlled tor IIepnenb 10 the ~poodiDB amounts in
thf;~ purpose financial state:me~. SPAS No. 131 ia effec:tivc for lUcal years b~ning after DeccmbeJ:
IS, 1991. Manqemcnt bclicVQ tbat the adoptil)Q of Ibis Rtlltn1lnt will not have l\ material ef&et on ACe's
consolidated results ofopenlions or finiDcial position.
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PART I

ITEM 1. BUSINESS.

GENERAL

AT&T Corp. ("AT&T" or the "Company") was incorporated in 18S5 under the
laws of the State of New York and has its principal executive offices at 32
Avenue of the Americas, New York, New York 10013-2412 (telephone number 212­
387-5400). Internet users can access information about AT&T and its services
at http://www.att.com.

AT&T is among the world's communications leaders, providing voice, data
and video telecommunications services to large and small businesses, consumers
and government entities. AT&T and its subsidiaries furnish regional,
domestic, international and local communication services. AT&7's wholly owned
subsidiaries, including AT&T Wireless Services, Inc., provide cellular
telephone and other wireless services. AT&T also provides billing, directory,
and calling card services to support its communications business.

DEVELOPMENT OF BUSINESS

During 1996 AT&T separated its business into three publicly held stand­
alone companies: the current AT&T, focused on communication and information
services, Lucent Technologies Inc. ("Lucent") focused on communications
systems and technology and NCR Corporation ("NCR") focused on transaction­
intensive computing. AT&T distributed to its shareowners all of the shares
AT&T owned of Lucent on September 30, 1996 and all of the shares of NCR on
December 31, 1996.

Following the separation, AT&T has' focused on its core busi~ess and
disposed of assets and businesses that were not strategic. In October 1996,
AT&T completed the sale of its majority interest in AT&T Capital Corporation
(leasing services business) in which AT&T received Sl.8 billion in cash. In
1997, AT&T completed the sales of AT&T Skynet (satellite services), AT&T
Tridom (satellite data and video communications services) and its submarine
systems business. In addition, AT&T sold its investments in DirectTV (direct­
broadcast television service and DSS equipment business) and decreased its
investment in Smartone Communications (a wireless joint venture in Hong Kong).

In addition, in 1997, AT&T agreed to sell AT&T Universal Card Services,
Inc. (credit card services business), American Transtech Inc. (customer care
services), its investment in LIN Television Corporation (commercial television
broadcasting) and WOOD-TV (AT&T's television station in Grand Rapids,
Michigan) .

On January 8, 1998, AT&T entered into a definitive merger agreement with
Teleport Communications Group, Inc. ("TCG"). The merger with TCG, which
remains subject to regul~tory approvals and a number of other conditions, is
expected to close mid to late 1998. Under the merger agreement, each share of
TCG will be exchanged for .943 of an AT&T share in an all-stock transaction
valued at the time at approximately $11.3 billion. TCG is the largest
competitive local exchange carrier in the United States, with networks in
operation or under construction in 66 U.S. markets as of Decenber 31, 1997. As
of September 30, 1997, TCG's local networks encompassed over 8,680 route
miles, over 460,285 fiber miles, and 33 local digital voice switches. These
local networks are aimed at addressing high-volume business customers. AT&T
believes that the TCG merger will accelerate its ability to offer local
services ~o business customers and, ultimately, to other custo~ers.
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LONG DISTANCE SERVICES

AT&T's communication and information services business addresses the needs
of consumers, large and small businesses, the Federal government and state and
local governments for voice, data and video telecommunications services.
Business units within this group provide regular and custom long distance
communications services, data transmission services, sao services, toll-free
or 800 and 888 services, 900 services, private line services, software defined
network services ("SON"), integrated services digital network ("ISDN")
technology based services, and electronic mail, electronic data interchanges
and enhanced facsimile services.

AT&T also provides special long distance services, including AT&T Calling
Card services, special calling plans and the Company's domestic and
international operator services. AT&T provides communications services
internationally, including transaction services, global networks, network
management and value added network services (i.e., services offered over
communications transmission facilities that employ computer processing
applications) .

AT&T provides interstate and intrastate long distance telecommunications
services throughout the continental United States and provides, or joins in
providing with other carriers, telecommunications services to and from Alaska,
Hawaii, Puerto Rico and the Virgin Islands and international
telecommunications services to and from virtually all nations and territories
around the world.

In the continental United States, AT&T provides long distance
telecommunications services over its own network. Virtually all switched
services are computer controlled and digitally switched and interconnected by
a packet switched signaling network. Transmission facilities consist of
approximately 2 billion circuit-miles using lightwave, satellite, wire and
coaxial cable and microwave radio technology. International
telecommunications services are provided via multiple international
transoceanic submarine cable (primarily lightwave) systems and via
international satellite and radio facilities.

WIRELESS SERVICES

AT&T is one of the world's largest wireless service providers. In the
United States, AT&T holds licenses to operate systems providing 850 Mhz
broadband wireless services covering markets with a population of over 92
million nationwide and messaging and air-to-ground services throughout the
country. The services provided by AT&T currently include cellular, voice and
data, messaging and air-to-ground communications. As of December 1997, AT&T
served over 6 million cellular subscribers.

In addition, AT&T has purchased (primarily in auctions conducted by the
Federal Communications Commission ("FCC")) 1900 Mhz wireless broadband
licenses covering markets with a population of over 112 million. AT&T is
required by the FCC to provide adequate broadband PCS service to at least one­
third of the population in its licensed areas within five years of being
licensed and two-thirds of the population in its licensed areas within ten
years of being licensed. The licenses are granted for ten.year terms from the
original date of issuance and may be renewed by AT&T by meeting the FCC's
renewal criteria and upon compliance with the FCC's renewal procedures.

AT&T has created service clusters in major metropolitan areas and linked
its and other service providers systems into a network which permits its
wireless cellular subscribers to both place and receive calls anywhere they
travel in areas served by the network, even if the local wireless telephone

.. _._-_._- ----------------
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service is not provided by AT&T. AT&T,is now integrating othe= communications
technologies into the network. AT&T w~ll continue to explore ~he use of
emerging technologies to expand the reach of the network and to provide
additional services (especially data and internet services).

AT&T also offers one-way messaging systems such as pag~ng serv~ces. As of
December 31, 1997, the Company had over 1.3 million messaglng serVlce
subscribers. The majority of these subscribers are in locations where AT&T
holds cellular licenses.

AT&T's wireless services are conducted primarily through subsidiaries of
AT&T Wireless Services, Inc. (formerly McCaw Cellular Communications, Inc.,
which was merged with a special-purpose subsidiary of AT&T in Sepcember 1994).

LOCAL SERVI~ES

Following passage of the Telecommunications Act of 1996 (the
"Telecommunications Act"), AT&T applied for permission to provide local
service in all 50 states. As of December 31, 1997, AT&T had received
authority to provide service in 48 states and the District of Columbia. As of
December 31, 1997, AT&T offered AT&T Digital Link service for business
customers on an outbound only basis in 48 states and on all inbound and
outbound basis in one state. Also as of such date, AT&T offered resold local
service to consumers in Alaska, California, Connecticut, Georgia, Illinois,
Michigan, Texas and Rochester, New York as well as offering resold local
service to small business customers in California and Connecticut.

Notwithstanding these efforts, AT&T has experienced significant difficulty
in penetrating local markets. AT&T's ability to purchase combined network
elements from incumbent local exchange carriers (ILECS), one of the primary
methods by which AT&T intends ~o provide local service to residential and
small business customers, was severely limited by, among other factors,
regulatory and judicial actions and a lack of technical and operational
interfaces necessary to order network elements from ILECs. In spite of strong
demand, in the fourth quarter of 1997 AT&T stopped actively marketing resold
local service to residential and small business customers in most of the areas
in which it offered such service because of limitations on ILECs' ability to
handle anticipated demand and because discounts AT&T receives from ILECs on
the sale of such service are insufficient to make resale a viable long-term
method of offering service. AT&T's ability to provide facilities-based local
service to business customers through AT&T Digital Link service was also
hampered by the inability to provide local number portability and other
factors. AT&T will continue to pursue the development of alternative methods
of local entry, which remains a key growth opportunity. See "Competition" and
"Forward Looking Statements" for a discussion of the potential impact on AT&T
of an inability to profitably provide local service.

AT&T SOLUTIONS

AT&T Solutions, Inc., established in 1995, provides outsourcing,
consulting, networking integration and multimedia call center services. AT&T
Solutions provides clients with customized information technology solutions to
operate and manage voice, data and video services, including local and wide
area networks, PBXs, voice-processing systems and voice and data terminals.

ONLINE SERVICES

AT&T also provides a variety of online and internet access services.
These include AT&T WorldNet® Service, a service providing dedicated and dial­
up access to the internet, AT&T Easy World Wide We~ Service, an internet web
site creation and hosting service, custom web site hosting services, and AT&T
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SecureBuy ~ Service, an Internet transaction service that simplifies buying
and selling on the Internet.

INTERNATIONAL

AT&T has established a number of international alliances to increase the
reach and scope of AT&T's services and network over time and has invested in
certain countries in oreer to increase t~e range of services AT&T etfers in
those countries. For example, AT&T founded the WorldPartners alliance in 1993
to provide multinational customers with seamless telecommunications and
related services. As of the end of 1997, WorldPartners included 17 members
who provide services to multinational customers in North America, Latin
America, Europe, the Middle East and Asia. In addition, in 1996 AT&T began
offering business and consumer services in the United Kingdom and in early
1997 AT&T's joint venture in Mexico, Alestra, began offering long distance
service. AT&T also has an interest in several wireless communications
companies outside of the United States, including cellular operators licensed
to serve Hong Kong, Columbia, Taiwan and parts of India.

LEGISLATIVE AND REGULATORY DEVELOPMENTS

Telecommunications Act of 1996

In February 1996, the Telecommunications Act became law. The
Telecommunications Act, among other things, was designed to foster local
exchange competition by establishing a regulatory framework to govern new
competitive entry in local and long distance telecommunications services. The
Telecommunications Act will permit the Regional Bell Operating Companies
("RBOCs") to provide interexchange services originating in any state in its
region after demonstrating to the FCC that such provision is in the public
interest and satisfying the conditions for developing local competition
established by the Telecommunications Act.

In August 1996, the FCC adopted rules and regulations, including pricing
rules (the "Pricing Rules") to implement the local competition provisions of
the Telecommunications Act, including with respect to the terms and conditions
of interconnection with local exchange carrier ("LEC") networks and the
standards governing the purchase of unbundled network elements and wholesale
services from LECs. These implementing rules rely on state public utilities
commissions to develop the specific rates and procedures applicable to
particular states within the framework prescribed by the FCC.

On July 18, 1997, the United States Court of Appeals for the 8th Circuit
issued a decision holding that the FCC lacks authority to establish pricing
rules to implement the sections of the local competition provisions of the
Telecommunications Act applicable to interconnection with LEC networks and the
purchase of unbundled network elements and wholesale services from LECs.
Accordingly, the Court vacated the rules that the FCC had adopted in August
1996, and which had been stayed by the Court since September 1996.

Absent effectiveness of the Pricing Rules, each state will determine the
applicable rates and procedures independent of the framework established by
the FCC. However, since the stay was issued, many states have used the Pricing
Rules as 'guidelines in establishing permanent rates, or interim rates that
will apply pending the determination of permanent rates in subsequent state
proceedings. Nevertheless, there can be no assurance that the prices and
other conditions established in each state will orovide for effective local
service entry and competition or provide AT&T with new market opportunities.

On October 14, 1997, the 8th Circuit Court of Appeals vacated an FCC Rule
that had prohibited inc~~ent LECs from separating network elements that are
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Modification of Final Judgment of 1982

Prior to 1996, AT&T and the RBOCs were subject to the prov~s~ons of the
Modification of Final Judgment of 1982 (the "MFJ") since its implementation.
The Telecommunications Act effectively superseded future operation of the MFJ.
Consequently, on April 11, 1996, Judge Harold Greene issued an order
terminating the MFJ.

Regulation of Rates

AT&T is subject to the jurisdiction of the FCC with respect to interstate
and international rates, lines and services, and other matters. From July
1989 to October 1995, the FCC regulated AT&T under a system known as "price
caps" whereby AT&T's prices, rather than its earnings, were limited. On
October 12, 1995, recognizing a decade of enormous change in the long distance
market and finding that AT&T lacked market power in the interstate long
distance market, the FCC reclassified AT&T as a "non-dominant" carrier for its
domestic interstate services. As a result, AT&T became subject to the same
regulations as its long distance competitors for such services. Thus, AT&T
was no longer sUbject to price cap regulation for these services, was able to
file tariffs that are presumed lawful on one day's notice, and was free of
other regulations and reporting requirements that apply only to dominant
carriers.

In addition, on October 31, 1996, the FCC issued an order that would have
prohibited non-dominant carriers, including AT&T, from filing tariffs for
their domestic interstate services. AT&T and other parties have filed an
appeal of the FCC's order with the United States Court of Appeals for the D.C.
Circuit. In February 1997, the D.C. Circuit stayed the effectiveness of the
FCC's order pending appeal. Oral argument has not yet been scheduled. If the
Court affirms the FCC's order and lifts the stay, non-dominant carriers,
including AT&T, will have to utilize mechanisms other than tariffs to
establish the terms and conditions that apply to domestic, interstate
telecommunications services .

• ..•.. . - ---_._-- •. _-------- ._0_- ..• --_·_------- ---.--"'- ......-.----..--
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F thermore in May 1997, the FCC adopted three orders relating to Price
ur, .,11 ,. b t t' 1Caps, Access Reform, and Universal Serv~ce that w~ resu_t ~n su s an ~a

revisions to the level an~ structure of access charges that AT&T as a long
distance carrier pays to ~ncumbent LECs. AT&T has agreed to pass through to
consumers any savings to AT&T as a result of access charge reform. AT&T began
implementing these reductions July 15, 1997. Consequently, AT&T's results
after June 1997 reflects lower revenue per minute of usage and lower access
and other interconnection costs per minute of usage.

The Price Cap Order requires LECs to reduce their price cap indices by
6.5 percent annually, less an adjustment for inflation', which is likely to
result in a reduction in the interstate access charges that long distance
carriers, such as AT&T, pay to LECs. The Access Charge Reform Order
restructured access charges so that certain costs that do not vary with usage
will be recover~d on a flat-rate basis and permitted increased flat-rate
assessments on multiline business customers and on residential lines beyond
the primary telephone line. This restructuring allows a reduction in access
charges assessed on long distance carriers on a usage basis. Finally, the
Universal Service Order (which represents an FCC mandated contribution to
support schools and libraries and rural health care programs, high cost
support and low income support mechanisms which are paid to the Universal
Service Administrative Company) adopts a new mechanism for funding universal
service which expands the set of carriers that must contribute to support
universal service from only long-distance carriers to all carriers, including
LECs, that provide interstate telecommunications services. Similarly, the set
of carriers eligible for the universal service support has been expanded from
only LECs to any eligible. carrier providing local service to a customer,
including AT&T as a new entrant in local markets. The Un~versal Service Order
also adopted measures to provide discounts on telecommunications services,
Internet access and inside wire to eligible schools and libraries and rural
health carrier providers.

AT&T remains subject to the statutory requirements of Title II of the
Communications Act. AT&T must offer service under rates, terms and conditions
that are just, reasonable and not unreasonably discriminatory; it is subject
to the FCC's complaint process, and it must give notice to the FCC and
affected customers prior to discontinuance, reduction, or impairment of
service. AT&T has also made certain commitments that address concerns that
had been raised with regard to the potential impact of declaring AT&T to be
non-dominant, including a three-year rate assurance for low income and low
usage residential users and a three-year limit on, and 5 days advance notice
for, rate increases on 800 directory assistance and analog private line
services.

AT&T's international private line services have been classified as non­
dominant for several years. AT&T's switched international services have
become subject to increased competition, similar to its domestic services and
on May 9, 1996, the FCC adopted an order reclassifying AT&T as a non-dominant
carrier for such services. AT&T has made certain voluntary commitments that
address issues raised in that proceeding, including commitments: (i) to
maintain its annual average revenue per minute for international residential
calls at or below the 1995 level through May 9, 1999, and in the event of a
significant change that substantially raises AT&T's costs, to prOVide the FCC
five business days notice prior to implementing rate increases that would
raise the annual average revenue per minute for such calls above the 1995
level; ~nd (iiI to maintain certain discount calling plans providing at least
a 15% d~scount off basic pricing schedules until May 9, 1999. At&T also made
volu~tary co~mitments relating to its operation of international cable
facilities, its negotiation of settlement agreements with foreign carriers and
its relationship with foreign partners .
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In addition to the matters des~ribed ~bove wi~h ~espect t~ ~he
Telecommunications Act, state publ~c serv~ce co~ss~ons or ~~lar .
authorities having regulatory power over intrastate rates, l~nes and serv~ces
and other matters regulate AT&T's local and intrastate communications
services. The system of regulation used in many states is rate-of-return
regulation. In recent years, many states have adopted different systems of
regulation, such as: complete removal of rate-of-return regulation, pricing
flexibility rules, price caps and incentive regulation.

COMPETITION

AT&T currently faces significant competition in the communication and
information services industry and expects that the level of competition will
continue to increase. As competitive, regulatory and technological changes
occur, including those occasioned by the Telecommunications Act, AT&T
anticipates that new and different competitors will enter and expand their
position in the communications services markets. These may include entrants
from other segments of the communication and information services industry or
global competitors seeking to expand their market opportunities. Many such
new competitors are likely to enter with a strong market presence, well
recognized names and pre-existing direct customer relationships.

The Telecommunications Act has already impacted the competitive
environment. Anticipating changes in the industry, non-RBOC LECs, which are
not required to implement the Telecommunications Act's competitive checklist
prior to offering long distance in their home markets, have begun integrating
their local service offerings with long distance offerings in advance of AT&T
being able to offer combined local and long distance service in these areas,
adversely affecting AT&T's revenues and earnings in these service regions.

In addition, the Telecommunications Act will permit RBOCs to provide
interLATA interexchange services after demonstrating to the FCC that such
provision is in the public interest and satisfying the conditions for
developing local competition established by the Telecommunications Act. Three
RBOCs have petitioned the FCC for permission to provide interLATA
interexchange services in one or more states within their home market; 'to date
the FCC has not granted any petition. To the e~tent that the RBOes obtain in­
region interLATA authority before the Telecommunications Act's checklist of
conditions have been fully or satisfactorily implemented and adequate
facilities-based local exchange competition exists, there is a substantial
risk that AT&T and other interexchange service providers would be at a
disadvantage to the RBOCs in providing both local service and combined service
packages. Because it is widely anticipated that substantial numbers of long
distance customers will seek to purchase local, interexchange and other
services from a single carrier as part of a combined or full service package,
any competitive disadvantage, inability to profitably provide local service at
competitive rates or delays or limitations in providing local service or
combined service packages
could adversely affect AT&T's future revenues and earnings. In any event, the
simultaneous entrance of numerous new competitors for interexchange and
combined service packages is likely to adversely affect AT&T's future long
distance revenues and could adversely affect future earnings.

Furthermore, in February 1997, a General Agreement on Trade in Services
(the "GATS") was reached under the World Trade Organization. The GATS, which
became effective January 1, 1998, is designed to open each country's domestic
telecommunications markets to foreign competitors. The GATS, and future trade
agreements, may accelerate the entrance into the U.S. market of foreign
telecommunications providers, certain of whom are likely to possess dominant
home market positions in which there is not effective competition. The GATS
may also permit AT&T's entrance into other markets as only a small number of



- 8 -

countries refused to eliminate their foreign ownership restriction~.

In addition to the matters referred to above, various other factors,
including market acceptance, start-up and ongoing costs associatec with the
provision of new services and local conditions and obstacles, could adversely
affect the timing and success of AT&T's entrance into the local exchange
services market and AT&T's ability to offer combined service packages that
include local service.

FORWARD LOOKING STATEMENTS

Exceot for the historical statements and discussions contained herein,
stateme~ts contained in this Report on Form lO-K constitute "forward looking
statements" within the meaning of Section 27A of the Securities Act of 1933
and Section 21E/of the Securities Exchange Act of 1934. Any Form 10-K, Annual
Report to Shareholders, Form 10-Q or Form 8-K of AT&T may include forward
looking statements. In addition, other written or oral statements which
constitute forward looking statements have been made and may in the future be
made by or on behalf of AT&T, including statements concerning future operating
performance, AT&T's share of new and existing markets, AT&T's short- and long­
term revenue and earnings growth rates, and general industry growth rates and
AT&T's performance relative thereto. These forward looking statements rely on
a number of assumptions concerning future events, including the outcome of
litigation, the adoption and implementation of balanced and effective rules
and regulations by the FCC and the state public regulatory agencies, and
AT&T's ability to achieve a significant market penetration in new markets.
These forward looking statements are subject to a number of uncertainties and
other factors, many of which are outside AT&T's control, that could cause
actual results to differ materially from such statements. These factors
include, but are not limited to:

the efficacy of the rules and regulations to be adopted by the FCC and
state public regulatory agencies to implement the provisions of the
Telecommunications Act; the outcome of litigation relative thereto; and the
impact of regulatory changes relating to access reform and international
settlement reform;

the outcome of negotiations with LECs and stat~ regulatory arbitrations and
approvals with respect to interconnection agreements; and the ability to
purchase unbundled network elements or wholesale services from LECs at a
price sufficient.to permit the profitable offering of local exchange
service at competitive rates;

success and market acceptance for new initiatives, many of which are
untested; the level and timing of the growth and profitability of new
initiatives, particularly local (consumer and business) service and
business data service; start-up costs associated with entering new markets,
including advertising and promotional efforts; successful deployment of new
systems and applications to support new initiatives; and local conditions
and obstacles;

competitive pressures, including prlclng pressures, technological
developments, alternative routing developments, and the ability to offer
combined service packages that include local service; the extent and pace
at which different competitive environments develop for each segment of the
telecommunications industry; the extent at and duration for which
competitors from each segment of the teleco~~unications industry are able
to offer combined or full service packages prior to AT&T being able to; and
the degree to which AT&T experiences material competitive impacts to its
traditional service offerings prior to achieving adequate local service
ent=y;
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the availability, terms and deployment of capital; the ~m~act of re~ulatory
and competitive developments on 7a~ita~ outlays; the ab~l~:y.to ach~eve
cost savings and realize product~v~ty ~mprovements; the ab~l~ty to
effectively integrate TCG's operations with AT&T; the ability to realize
cost-saving and revenue synergies from the merger; and

general economic conditions, government and regulatory policies, and
business conditions in the communications industry.

Readers are cautioned not to put undue reliance on such forward looking
statements. For a more detailed description of these and additional
uncertainties and other factors that could cause actual results to differ
materially from such forward looking statements, see "Results of Operations",
"Financial Condition", "Regulatory and Legislative Developments", and
"Competition-" included in or incorporated by reference into this Form lO-K.
As described elsewhere in this Form 10-K, these uncertainties and factors
could adversely affect the timing and success of AT&T's entrance into the
local exchange services market and AT&T's ability to offer combined service
packages that include local service, thereby adversely affecting AT&T's future
revenues and earnings. AT&T disclaims any intention or obligation to update
or revise any forward looking statements, whether as a result of new
information, future events or otherwise.

SEGMENT, OPERATING REVENUE AND RESEARCH AND DEVELOPMENT EXPENSE INFORMATION

For information about the Company's research and development expense, see
Note 5 to the Consolidated Financial Statements. For information about the
consolidated operating revenues contributed by the Company's major classes of
products and services, see the revenue tables and descriptions on pages 28
through 30 and Consolidated Statements of Income on page 40 of the Company's
annual report to shareholders for the year ended December 31, 1997. All such
information is incorporated herein by reference pursuant to General
Instruction G(2) .

EMPLOYEE RELATIONS

At December 31, 1997 AT&T employed approximately 128,000 persons in its
operations, approximately 122,000 of whom are located domestically. About 48%
of the domestically located employees of AT&T are represented by unions. Of
those so represented, about 96% are represented by the Communications Workers
of America ("CWA"), which is affiliated with the AFL-CIO; about 4% by the
International Brotherhood of Electrical Workers ("IBEW"), which is also
affiliated with the AFL-CIO. In addition, there is a very small remainder of
domestic employees represented by other unions. Labor agreements with most of
these unions extend through May 1998.

ITEM 2. PROPERTIES.

The properties of AT&T consist primarily of plant and equipment used to
provide long distance and wireless telecommunications services and
administrative office buildings.

Telecommunications plant and equipment consists of: central office
equipment, including switching and transmission equipment; connecting lines
(cables, wires, poles, conduits, etc.); land and buildings; and miscellaneous
properties (work equipment, furniture, plant under construction, etc.). The
majority of the connecting lines are on or under public roads, highways and
streets and international and territorial waters. The remainder are on or
under private property. AT&T also operates a number of sales offices,
customer care centers, and other facilities, such as research and development
laboratories.
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AT&T continues to manage the deplo~~nt and utili:ation of .its asse~s in
order to meet its global growth objectives while at tne same ~~me ensur~ng

that these assets are generating economic value ~ddedfo: the shar7hol~er.
AT&T will continue to manage its asset base cons~stent wJ.th globalJ.zatJ.on
initiatives, marketplace forces, productivity growth and technology change.

A substantial number of the administrative offices of AT&T are in leased
buildings. Substantially all of the important long distance communications
facilities are in buildings wholly owned by AT&T or in buildings owned
partially by AT&T and partially by the regional holding companies created at
divestiture. Many of the smaller facilities are in rented quarters. Most of
the important buildings used in connection with long distance services are on
land held in fee, but a few are on land held under long-term leases.

ITEM 3. LEGAL" PROCEEDINGS.

In the normal course of business, AT&T is subject to proceedings, lawsuits
and other claims, including proceedings under government laws and regulations
related to environmental and other matters. Such matters are subject to many
uncertainties and outcomes are not predictable with assurance. Consequently,
AT&T is unable to ascertain the ultimate aggregate amount of monetary
liability or financial impact with respect to these matters at December 31,
1997. While these matters could affect operating results of anyone quarter
when resolved in future periods, it is management's opinion that after final
disposition, any monetary liability or financial impact to AT&T beyond that
provided for at year-end would not be material to AT&T's annual consolidated
financial position or results of operations.

On July 6, 1997, MCI Telecommunications Corp. and Ronald A. Katz
Technology Licensing, L.P. filed suit in United States District Court in
Philadelphia, Pennsylvania against AT&T. The suit alleges that a number of
AT&T services infringe patents owned by Katz but licensed to MCI for
enforcement against AT&T. AT&T is reviewing the allegations of the Complaint.
Based on review to date, it is management's opinion that the claims do not
present any material monetary liability or financial impact to AT&T that is
not subject to patent indemnity agreements with third-party equipment vendors.

AT&T is also a named party in a n~uber of environmental actions, none of
which is material to the consolidated financial statements or business of the
Company. In addition, pursuant to the Separation and Distribution Agreement
by and among AT&T, Lucent, and NCR, dated as of February 1, 1996, and amended
and restated as of March 29, 1996, Lucent has assumed liability, subject to
the liability sharing provisions of that agreement, for a number of actions in
which AT&T remains a named party. AT&T is working to be released as a party
to these actions, although there can be no assurance that it will be
successful in this regard .

There are four environmental proceedings which are required to be reported
pursuant to Instruction S.C. of Item 103 of Regulation S-K. In September 1997,
the government of the U.S. Virgin Isla~ds filed suit in the federal district
court of the Virgin Islands against the Company, AT&T Submarine Systems
International ("SSI International"), A&L Underground, Inc., a contractor for
SSI International at that time, and other entities. In connection with the
purported 1996 release of non-toxic bentonite drilling mud within the coastal
region of St. Croix by the contractor, the suit seeks penalties for
violations of various federal and Virgin Island statutes; damages under
several statutory and common law theories; removal of the mud (which has
since been completed to the satisfaction of the federal agency that ordered
the cleanup); and restitution of response costs allegedly incurred by the
Virgin Islands. SSI International was a wholly owned sUbsidiary of AT&T at
the time of the alleged violation. Th~ foregoing environmental proceeding
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is not material to the consolidated financial statements or business 0:

the Company and would not be reported but for Instruction 5 C. of Item 103 (
Regulation S-K, which requires disclosure of such matters.

In addition, three proceedings involve matters for which Lucent has
assumed liability, as described above. On July 31, 1991, the United States
Environmental Protection Agency Region III issued a complaint pursuant to
Section 3008a of the Resource Conservation and Recovery Act alleging
violations of various waste management regulations at the Company's Richmond
Works, Richmond, Virginia. The complaint seeks a total of $4.2 million in
penalties. In addition, on July 31, 1991, the United States Environmental
Protection Agency filed a civil complaint in the U.S. District Court for the
Southern Di~trict of Illinois against the Company and nine other parties
seeking enforcement of its Comprehensive Environmental Response, Compensatiol
and Liability Act ("CERCLA") Section 106 cleanup order, issued in November
1990 for the NL Granite City Superfund site, Granite, Illinois, past costs,
civil penalties of $25,000 per day and treble damages related to certain
United States' costs. Finally, during 1994, AT&T Nassau Metals Corporation
("Nassau"), a wholly owned subsidiary of AT&T, and the New York State
Department of Environmental Conservation ("NYSDEC") were engaged in
negotiations over a study and cleanup of the Nassau plant located on Richmonl
Valley Road in Staten Island, New York. During these negotiations, in June
1994, NYSDEC presented Nassau with a draft consent order which included not
only provisions relating to site investigation and remediation but also a
provision for payment of a $3.5 million penalty for alleged violations of
hazardous waste management regulations. No formal proceeding has been
co~~enced by NYSDEC.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY-HOLDERS.

No matter was submitted to a vote of security holders in the fourth
quarter of the fiscal year covered by this report.
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Executive Officers of the Registrant
(as of March 25, 1998)

Name Age

Became AT&T
Executive
Officer On

Richard J. Martin ... 51

Dan R. Hesse .... , 44

Harold W. Burlingame 57

Jim G. Kilpatric***. 59

5-97
9-86

1-96

9-97

3-97

1-96

2-87

3-97

3-97

3-97

9-86

9-97

11-97

11-97

10-97
Chairman of the Board and Chief

Executive Officer . . . .
Executive Vice President,
International . . . . . .

Executive Vice President, Local
Services Division . . . . . . .

Executive Vice President, Human
Resources . . . . . . .

Executive Vice President & President,
AT&T Wireless Services . . . . . .

Executive Vice President, Network &
Computing Services . . . . . . .

Executive Vice President, Law &
Government Affairs . . . . . . .

Executive Vice President, Brand
Strategy & Marketing Communications

Executive Vice President, Public
Relations . . . . . . . . . . . .

Executive Vice President, Consumer
Markets Division

President, AT&T Labs & Chief Technology
Officer . . . . . ..... , ..

Executive Vice President, Corporate
Strategy & Business Development . .

Executive Vice President & President,
AT&T Solutions . . . . . . . . . .

Senior Executive Vice President and
Chief Financial Officer

President . . . . . . . . . .

48

53

51

.'

Gail J. McGovern 45

David C. Nagel 53

John C. Petrillo 48

Richard Roscitt 46

Daniel E. Somers 50

John D. Zeglis**. 50

Marilyn Laurie***.. 58

Frank Ianna

Harry S. Bennett

R.C.M. Baker ..

C. Michael Armstrong* . 59

*Chairman of the Board of Directors and Chairman of the Executive
and Proxy Committees.

**Member of the Board of Directors.
***Mr. Kilpatric and Ms. Laurie will retire from the Company in April 1998.

All of the above executive officers have held high level managerial
positions with AT&T or its affiliates for more than the past five years,
except Messrs. Armstrong, Nagel and Somers. Prior to joining AT&T in October
1997, Mr. Armstrong was Chairman and Chief Executive Officer of Hughes
Electronics from 1991 and prior to that time, Mr. Armstrong held various other
positions with IBM, including Senior Vice President and Chairman of the board
of IBM World Trade Corporation. Prior to joining AT&T in April 1996, Mr. Nagel
was with Apple Computer, a computer company, serving as Senior Vice President
from 1995 and General Manager from 1988 through 1995. Prior to joining AT&T
in May 1997, Mr. Somers was Chairman and Chief Executive Officer for Bell
Cablemedia, pIc, of London for two years and from 1992 to 1995, Mr. Somers was
Executive Vice President and Chief Financial Officer for Bell Canada
International.
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PART II

Items 5. through B.

The information required by these items is included in pages 25
through 56 of the Company's annual report to shareholders for the
year ended December 31, 1997. Such information is incorporated
herein by reference, pursuant to General Instruction G(2). The
referenced information from the Company's annual report to share
holders has been filed as Exhibit 13 to this document.

Item 9. Changes in and Disagreements with Accountants on Accounting
and Financial Disclosure ....

There have been no changes in independent accountants and no
disagreements with independent accountants on any matter of
accounting principles or practices, financial statement disclosure,
or auditing scope or procedure during the last two years.

PART III

Items 10. through 13.

Information regarding executive officers required by Item 401 of
Regulation S-K is furnished in a separate disclosure in Part I of
this report because the Company did not furnish such information in
its definitive proxy statement pr~pared in accordance with Schedule
14A.

The other information required by Items 10 through 13 is
included in the Company's definitive proxy statement dated March 26,
199B, the third and fourth paragraphs on page 6, the carryover
paragraph on page 7, the first, second and third full paragraphs on
page 7, the second full paragraph on page 8 through the final
footnote on page 13 and the last paragraph on page 23 through page
48. Such information is incorporated herein by reference, pursuant
to General Instruction G(3) .
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PART IV

Exhl.·bits, Financial Statement Schedule, and Reports on Form 8-K.Item 14.

(a) Documents filed as a part of the report:

(1) Financial Statements:

Report of Management .
Report of Independent Accountants '"

/

Statements:
Consolidated Statements of Income .
Consolidated Balance Sheets .
Consolidated Statements of Changes in

Shareowners' Equity .
Consolidated Statements of Cash Flows .
Notes to Consolidated Financial Statements .

(2) Financial Statement Schedule:

Pages

*
*

*
*

*
*

(3)a

Report of Independent Accountants. 18

Schedule:

II -- Valuation and Qualifying Accounts , 19

Separate financial statements of subsidiaries not consolidated
and 50 percent or less owned persons are omitted since no such
entity constitutes a "significant subsidiary" pursuant to the
provisions of Regulation S-X, Article 3-9.

(3) Exhibits:

Exhibits identified in parentheses below, on file with the
Securities and Exchange Commission ("SEC"), are incorporated
herein by reference as exhibits hereto.

Exhibit
Number:

Restated Certificate of Incorporation of the registrant
filed January 10, 1989, Certificate of Correction of the
registrant filed June 8, 1989, Certificate of Change of the
registrant filed March 18, 1992, Certificate of Amendment of
the registrant filed June 1, 1992, and Certificate of
Amendment of the registrant filed April 20, 1994. (Exhibit
4 to Registration Statement No. 333-00573).

'In~orporated herein by reference to the appropriate portions of the Company's
annual report to shareholders for the year ended December 31, 1997. (See
E'art II.)



(3)b

(4 )

(10) (i) 1

.-

- ~s -

By-Laws of the registrant, as amended January 15, 1997
(Exhibit (3)b to Form 10-K for 1996, File No. 1-1105).

No instrument which defines the rights of holders of
long term debt, of the registrant and all of its
consolidated subsidiaries, is filed herewith pursuant to
Regulation S-K, Item G01(b) (4) (iii)1A). Pursuant to this
regulation, the registrant hereby agrees to furnish a copy
of any such instrument to the SEC upon request.

Form of Separation and Distribution Agreement by and
among AT&T Corp., Lucent Technologies Inc. and NCR
Corporation, dated as of February 1, 1996 and amended and
restated as of March 29, 1996 (Exhibit (10) (i)1 to Form 10-K
for 1996, File No. 1-1105).

(10) (i)2 Form of Distribution Agreement, dated as of November 20,
1996, by and between AT&T Corp. and NCR Corporation (Exhibit
(10) (i)2 to Form 10-K for 1996, File No. 1-1105).

(10) (i)3 Tax Sharing Agreement by and among AT&T Corp., Lucent
Technologies Inc. and NCR Corporation, dated as of February
1, 1996 and amended and restated as of March 29, 1996
(Exhibit (10) (i)3 to Form 10-K for 1996, File No.1-lIDS).

(10) (i)4 Employee Benefits Agreement by and between AT&T Corp.
and Lucent Technologies Inc., dated as of February 1, 1996
and amended and restated as of March 29, 1996 (Exhibit
(10) (i) 4 to Form 10-K for 1996, File No. 1-1105).

(10) (i)5 Form of Employee Benefits Agreement, dated as of
November 20, 1996, between AT&T Corp. and NCR Corporation
(Exhibit (10) (i) 5 to Form 10-K for 1996, File No. 1-1105).

(10) (ii) (8)1 General Purchase Agreement between AT&T Corp. and
Lucent Technologies Inc., dated February I, 1996 and amended
and restated as of March 29, 1996 (Exhibit (10) (ii) (B)l to
Form 10-K for 1996, File No. 1-1105).

(10) (ii) (8)2 Form of Volume Purchase Agreement, dated as of November 20,
1996, by and between AT&T Corp. and NCR Corporation (Exhibit
(lO) (il) (B)2 to Form 10-K for 1996, File No. 1-1105).

(10) (iii) (A)l AT&T Short Term Incentive Plan as amended March, 1994
(Exhibit (10) (iii) (A) 1 to Form 10-K for 1994, File
No.1-II 05) .

(10) (iii) (A)2 AT&T 1987 Long Term Incentive Program as amended December
17, 1997.

(10) (iii) (Al3 AT&T Senior Management Individual Life Insurance Program as
amended March 3, 1998.

(10) (iii) (A)4 AT&T Senior Management Long Term Disability and Survivor
Protection Plan, as amended and restated effective January
1, 1995 (Exhibit (10) (iii) (A) 4 to Form 10-K for 1996,
File No. 1-1105).

(10) (iii) (A)5 AT&T Senior Management Financial Counseling Program dated
December 29, 1994 (EXhibit (10) (iii) (A)S to Form 10-K for
1994, File No. 1-1105).

-----,-- '.- ' .... --_.....-. _. __ .__..._-----_._----_._-._------_._--------------
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(10) (iii) (A) 8
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(10) (iii) (A) 10

(10) (iii) (A) 11

(10) (iii) (A) 12

(10) (iii) (A)13

(10) (iii) (A)14

{lO} (iii) (A) 15

(10) (iii) (A) 16

(lO) (iii) (A)17

(10) (iii) (A) 18

(lO) (iii) (A)19

(10) (iii) {A)20

(10) (iii) (A)21

(lO) (iii) (A)22
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AT&T Deferred Compensation Plan for Non-Employee Directors,
as amended December 15, 1993 (Exhibit (10) (iii) (A)6 to Form
10-K for 1993, File No. 1-1105).

The AT&T Directors Individual Life Insurance Program as
amended March 2, 1998.

AT&T Plan for Non-Employee Directors' Travel Accident
Insurance (Exhibit (10) (iii) (A)8 to Form 10-K for 1990,
File No. 1-1105).

AT&T Excess Benefit and Compensation Plan, as amended and
restated effective October 1, 1996 (Exhibit (10) (iii) (A}9 to
Form 10-K for 1996, File No. 1-1105).
/

AT&T Non-Qualified Pension Plan, as amended and restated
January 1, 1995 (Exhibit (10) (iii) (A)10 to Form 10-K for
1996, File No. 1-1105).

AT&T Senior Management Incentive Award Deferral Plan, as
amended December 17, 1997.

AT&T Mid-Career Hire Program revised effective
January 1, 1988 (Exhibit (10) (iii) (A}4 to Form SE, dated
March 25, 1988, File No. 1-1105) including AT&T Mid-Career
Pension Plan, as amended and restated October 1, 1996,
(Exhibit (10) (iii) (A)12 to Form 10-K for 1996,
File No. 1-1105).

AT&T 1997 Long Term Incentive Program as amended
December 17, 1997.

Form of Indemnification Contract fo= Officers and Directors
(Exhibit (10) (iii) (A)6 to'Form SE, dated March 25, 1987,
File No. 1-1105).

Pension Plan for AT&T Non-Employee Direc~ors revised
February 20, 1989 (Exhibit (10) (iii' (A)15 to Form 10-K for
1993, File No. 1-110s).

AT&T Corp. Senior Management Basic Life Insurance Program,
as amended February 27, 1998.

Form of AT&T Benefits Protection Trust Agreement
(Exhibit (10) (iii) (A)l? to Form SE, dated March 25, 1992,
File No. 1-1105).

AT&T Senior Officer Severance Plan effective
October 9, 1997, as amended October 30, 1997.

Form of Pension Agreement between AT&T Corp. and Frank Ianna
dated October 30, 1997.

Form of Pension Agreement between AT&T Corp. and Gail J.
McGovern dated October 30, 1997.

Form of Pension Agreement between AT&T Corp. and John C.
Petrillo dated October 30, 1997.

Form of Pension Agreement between AT&T Corp. and John Zeglis
dated May 7, 1997.

-------~-=-------------
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(24)

(27)
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Form of Employment Agreement between AT&T Corp. and
C. Michael Armstrong dated October 17, 1997.

Computation of Ratio of Earnings to Fixed Charges.

Specified portions (pages 25 through 56) of the Company's
Annual Report to Shareholders for the year ended December
31, 1997.

List of subsidiaries of AT&T.

Consent of Coopers & Lybrand L.L.P.

Powers of Attorney executed by officers and directors who
signed this report.

Financial Data Schedules.

A~&T will furnish, without charge, to a shareholder upon request a copy of
the annual report to shareholders and the proxy statement, portions of which
are incorporated herein by reference thereto. AT&T will furnish any other
exhibit at cost.

(b) Reports on Form 8-K:

During the fourth quarter 1997, Form 8-K dated October 20, 1997
was filed pursuant to Item 5 (Other Events) and Item 7 (Financial
Statements and Exhibits) on October 24, 1997, Form 8-K dated Octobe=
20, 1997 was filed pursuant to Item 5 (Other Events) on November 4,
1997 and Form 8-K dated December 18, 1997 was filed pursuant to Ite~

2 (Acquisition or Disposition of Assets) and Item 7 (Financial
Statements and Exhibits) on December 23, 1997.


